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Introduction

The main purpose of this paper is to examine the consequences of declin
ing oil revenues on the Saudi Arabian economy during the remainder of
this decade and up to 1992. In particular, the paper examines whether or
not the Saudi Arabian government will be able to sustain expansion in
private sector activity and, if so, under what conditions.

For this purpose:
1. A general assessment was made of the current problems and growth

potential of the major areas of private sector activity. Here particular
attention was given to the effectiveness of government expenditures
in stimulating private sector investment.

2. Based on this assessment. together with an analysis of the major
trends in the economy and the impact government expenditures have
had on the various productive sectors. a macroeconomic model of the
economy was constructed.

3. Linkages between the overall rate of economic growth and public
sector budgetary allocations were established.

4. Finally, the pattern of private sector activity was forecast over the
period of 1992 by means of several optimal control simulations. I

These allocations were checked in terms of their consistency with the
country's likely overall level of foreign assets and the government's
concern with maintaining a safe level of national security through
continued high budgetary allocations to defense.

1. For background on optimal control techniques see the discussion in Homa Motamen.
Expenditure 0/0,1 Revenue: An Optimal Control Approach with Application to the
Iranian Economy (New York: St. Martin's Press. 1979). and the references therein.
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In this context, a secondary purpose of the analysis below was to exam
ine the budgetary ramifications of various alternative oil revenue scenarios.
Specifically, we were interested in determining the sensitivity and reliance
of the various private sector activities-agriculture, construction, industry,
etc.-on varying levels of government expenditures. Can the private sector
continue to expand or even to maintain its present levels in an era of rela
tive government fiscal austerity?

General Constraints on Private Sector Activity

Saudi Arabia is a country of immense diversity and, until at least the
period of the post 1973-74 oil boom, remained fragmented geographically
and economically. In general, because of its relatively small population the
kingdom suffers from small market size, which denies many local pro
ducers the advantages of economies of scale. Furthermore, since producers
are dispersed geographically, they suffer from relatively high transporta
tion and communication costs, which tend to limit opportunities for
production-based export trade. These elements certainly have tended to
reduce the private rate of return on many types of investment, thereby
enhancing the potential for an active government role.

In addition, despite diversification, the kingdom has tended to depend
to a large degree on oil products and perhaps the pilgrimage for foreign
exchange earnings. As such, the country is highly vulnerable to the vagar
ies of external economic developments that, in turn, create the need for
government intervention.

On the positive side, of course, the development of hydrocarbons has
meant that the country has not had to deplete available resources which
could have been diverted to capital formation to finance oil imports. In
addition, the kingdom differs from most developing countries in that the
economy is generally more open, so that a priori one would expect finan
cial crowding out of private investment to be relatively less of a problem to
the extent that domestic residents can have access to foreign financial mar
kets when there is an excess demand for credit. It could also be argued that
because of the small size of the country the government is more able to
dominate the economy and thereby, total domestic capital formation.

One striking pattern characterizing Saudi Arabia's development has
been the rapid expansion of government expenditures. In particular, gov
ernment investment as a percent of total investment increased from slightly
under 7 percent in 1960 to 42.9 percent in 1965, 53.3 percent in 1970, and
72.6 percent in 1980. The public sector's share in investment has declined
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Table 1 Saudi Arabia: Relative Shares a/Public andPrivate Sector
Expenditures, 1960-1985, by Percent

Total Investment Total Consumption Total Expenditures

Public Private Public Private Public Private
Sector Sector Sector SectOt Sector Sector

1960 6.7 93.3 20.2 79.8 18.7 81.3
1961 19.3 80.7 21.9 78.1 21.5 78.5
1962 23.4 76.6 24.3 75.7 24.1 75.9
1963 31.5 68.5 31.1 68.8 31.2 68.8
1964 42.2 57.8 33.5 66.5 35.4 64.6
1965 42.9 57.1 36.2 63.8 37.9 62.1
1966 40.4 59.6 38.8 61.2 39.2 60.8
1967 55.4 45.6 40.0 60.0 43.6 56.4
1968 60.5 39.5 37.5 62.5 42.8 57.2
1969 56.3 43.7 36.1 63.9 40.1 59.9
1970 53.3 46.7 36.9 63.1 40.1 59.9
1971 41.1 48.9 72.2 62.8 39.8 60.2
1972 52.7 27.3 38.3 61.7 41.1 58.9
1973 54.4 45.6 40.3 59.7 43.4 56.6
1974 59.2 40.8 50.1 49.9 52.1 47.0
1975 52.5 47.5 46.9 53.1 48.5 51.5
1976 62.2 37.8 54.7 45.3 57.3 42.7
1977 62.3 37.7 54.4 45.6 57.3 42.7
1978 68.8 31.2 46.3 53.8 54.5 45.5
1979 71.7 28.3 47.1 52.9 56.0 44.0
1980 72.6 27.4 43.1 56.9 52.6 47.4
1981 70.0 30.0 41.7 58.3 50.9 49.1
1982 67.3 32.7 50.4 49.6 55.4 44.5
1983 66.0 34.0 48.0 52.0 53.0 47.0
1984 56.5 43.5 45.9 54.1 48.7 51.3
1985 54.2 45.8 45.1 54.9 47.3 52.7

Source: Computed ftom Saudi Arabian Monetary Agency, Annuli!Report, various issues.

somewhat to 54.2 percent owing to the oil price declines. Similarly, public
sector consumption increased from slightly over 20 percent of total con
sumption in 1960 to 36.5 percent in 1965, 46.9 percent in 1975, and 50.4
percent in 1982. Again, this share fell slightly to 45.1 percent in 1985
owing to the decline in oil revenues.

The net result is that the expenditures of the public sector have risen as a
percent of total expenditures from around 20 percent in 1960 to slightly
over 50 percent in 1985.
























